
HeX CODtentiOD ­
(Page 30)

It,pon,. -

-If one were to include SFAS 106 costs through exogenous
treacaent, the revenues resulting from the increase in the
price cap index to account for these costs would also
increase each year by the GNP-PI, as adjusted for the
productivity factor. The problem is that SFAS 106 costs
have already been adjusted for future inflation...Therefore,
the impact of .edical care cost inflation has already been
counted. Aa such the amount offered by the LEC' s has been
inflated to reflect future ..dical costs. To include these
costs again within the price cap formula through exogenous
treacaent, and treat the. by the full amount of GNP-PI which
has .edical inflation ellbedded as well is tantamount to
double counting the .edical care inflation rate.-

Thi' contention is virtually identical to the second

-,ource- of double counting outlined by AT&T on page 7 of

its filing with the Co_iuion. Rather than repeat our

re'ponse to that contention, we would just point out that,

like AT&T, MCI seeas to have failed to grasp the point that

the LECs are not asking for exogenous treatment on the SFAS

106 expense, rather th.y are asking for exogenous treatment

on that portion of the increase in expense clue to the

IlADdat.d accounting change, which will not already b.

reflected in GNP-PI increases caused by that accOUDtinC

chIDCe .
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B. Ayoidanc. of Doubl. Coynt

Two respondents sugg.st.d "b.tt.r" ways of d.t.rmining the extent of the double

count problem, and th.r.for. ·b.tt.r· ways of determining the appropriate portion

of SFAS 106 costs that should qualify for exogenous treatment.

AT&T Contention ­
(pp. 13 - 14)

IlIspons. -

• ....Th. Co..ission should r.quir. the LEC's to us. an
alt.rnativ. that is both a simpler and more reliable means
for corr.cting the double count. AT&T suggests that the
appropriate m.thod for r.moving the double count between the
SFAS 106 accrual and the GNP-PI t.rm in the pric. cap
fOrllUla is to r.mov. the impact of .xp.ct.d chang.s in GNP­
PI from the SFAS 106 accrual. This can b. accomplish.d in
a straightforward lI8nIl.r by r.quiring the LEC' s to .ubtract
the .xp.ct.d rate of chang. of GNP-PI from the health care
inflation compon.nt in the SFAS 106 accrual. Th. Co_is.ion
should sp.cify the chang.s in GNP-PI ov.r the SFAS 106
forecast p.riod. Current estiaates is (sic) that GNP-PI
will increase approxiaately 4' ov.r the long term.·

That AT&T should sug.st such an illogical and erron.ous

·solution· to the double count probl.. is indicativ. of a

failure to understand the true source of any pot.ntial

double counting. As discuss.d .arlier, pot.ntial double

counting is not r.lat.d to the fact that SFAS 106 costs art

calculat.d by discounting future m.dical inflation back to

the pr.s.nt. As discuss.d on page 2 of this 1I&t.ri.l,

double counting will only aris. to the ext.nt that the

increas.d costs compani.s will b.ar. as a r.sult of the

cbang. in accounting JIIthod r.quir.d by SFAS 106. will also

caus. an incr.as. in GNP-PI.

Th. fact that the AT&T • solution· do.s not addr.s. the true

sourc. of pot.ntial double counting is illustrated in th.

following .xa.pl.. wh.r. the AT&T solution is shown to

produc. an identical .xog.nous adjustllent in two factually

differ.nt circwutance•• wher. logic would dictat. different

.xog.nous adjustllent. b. appli.d.
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In the second footnote on page 13 of its filing, AT&T

estimates that its "solution" of allowing exogenous

treatment for SFAS 106 accruals, calculated using a medical

trend rate 4' lower than the actual rate used by the LECs

for their financial statements, might result in

approximately 55' of a given LEC's actual SFAS 106 accrual

being afforded exogenous treatment. Now let us consider two

hypothetical scenarios:

(1) Every U.S. firm, LECs and non-LECs alike, have

identical de.ographic makeups and provide identical

retiree ..dical benefits. Thus, in this case,

presumably every U.S. firm would experience the same

increase in labor costs due to SFAS 106. In addition,

under this scenario, it is assumed that all labor cost

increases associated with SFAS 106 are cOllpletely

reflected in the GNP-PI, as cOllpanies raise their

prices to recover those costs.

(2) The LECs are the mU.x firma subject to SFAS 106, and/or

the additional costs due to the adoption of SFAS 106

costs are never reflected in the GNP-PI.

In the first scenario, it is obvious that the increased

labor costs due to SFAS 106 experienced by the LECs would be

fully and cOllpletely reflected in. the GNP-PI (the Godwins

Report, of course, deaonstrates that this hypothetical

situation does not exist), and thus no exogenous adjustaent

would be required. In fact, in this hypothetical scenario,

providing any exogenous adjustaent would result in a

cOllplete double count. Yet in this circUIUtance, the AT&T

approach of allowing recovery of SFAS 106 costs, calculated

using a lower trend rate (..dical inflation minus 4'),

would, as noted above, result in allowing exogenous

treaeaent on 55' of SFAS 106 accruals.
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Mel CqptlDtiqp ­
(Page 31)

Rt.poD" -

Conversely, under the se"Cond scenario, the LECs should

receive an exogenous adjustJIent equal to 100' of their

increased costs due to SFAS 106, because the double count

problell simply wouldn't exist. Yet in this circWlStance as

well, the AT&T approach would allow an exogenous adjustment

for the same 55' of SFAS 106 accruals as before. This is

clearly an illogical result.

One can therefore see that AT&T' ••uggested approach to the

double count does not addre.. the specific factors that

affect the extent of double count, i.e.:

Difference. in plana between the LECs and non-LECs

Difference. between the LECs and non-LECs which will give

rise to different SFAS 106 co.t. (e. g., dellOgraphic

differences).

Proportion of increa.ed agregate labor co.ts due to SFAS

106, that in fact i. reflected in GNP-PI.

As noted, it is preci.e1y these critical factors detailed

above that are addressed completely and comprehensively in

the Godvina aeport.

Wlf.the C~s.iondoe•.decide to afford the.e LEC. exogenous
treae.ent for SFAS 106 cost., thi. double counting auat be
eliainated. This can b. accomplished either through the
ruaoval of ..dical ear. inflation frOll the GNP-PI or through
the reaoval of ..dical ear. inflation froll the SFAS 106
accruals. W

/

While ebb Wso1utionW diffen .lightly froll AT&T's suggested

-.olutionW (pag•• 13-14 of its filing) in that MCI focuses

on the ..dical care inflation component of GNP-PI,

conceptually it is very .imilar, and suffers froll the Saal
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fundaaental flaws as the AT&T suggestion. As with AT&T, the

MCl suggestion simply doesn't address the source of any

potential double count. The double count does not arise

fro. the discount of future inflation, but 2ll1x froll the

differential impact of SFAS 106 on the LECs relative to

others. and the extent to which the price cap index will

allow the LECs to recover so.e of tho.e additional costs, as

the aacroecono.ic effects of the introduction of SFAS 106

are reflected in the econoay a. a whole. As with the AT&T

solution, the MCI solution produces the saae exogenous

adjustaent, whether in reality there is no double counting

(no non-LEC fir. incurs SFAS 106 costs), or complete double

counting (all firma, including LEC., experience identical

increases in costs due to SFAS 106, and the GNP-PI fully

renects those increased costs). This is clearly an

illogical result.
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SECTION II -

USPORSE TO OB.llCTIOBS UGAJU)IIC ACTtlAl.IAL AlIALYSIS

A. MethodololY

There were three objections raised with respect to the basic methodology employed

in the actuarial analysis undertaken by Godwins.

AT&T .COIltGt ion
(pp. 11 -12)

'esponse -

• the study is flawed beeau.e the government sector is
not included. Although SFAS 106 does not affect the
accounting practices of the governaent, growth in retirement
health care costs for the government sector of the economy
will affect the growth in GNP-PI beeau.e GNP-PI includes
government SFAS 106-like OPD expense... If OPD-related
expenses of the government were included in the analyses,
the GNP-PI would be higher, and this would have the effect
of reducing the amount of the LEC' s SFAS 106 expense
potentially eligible for exogenou. recovery.·

AT&T's contention that the exelu.ion of the government

sector fro. the analysis results in an overstatement of the

amount of the LEes' SFAS 106 expense eligible for exogenous

treataent is completely invalid, becau.e it is based on a

.isstate..nt of fact. The statement that ·the GNP-PI

includes government SFAS 106-like OPD expense· is simply.
wroDl. Governaent entities are not subject to SFAS 106, nor

are they required by the Government Accounting Standards

Board (GASB) to account for retiree ..dieal benefits on

anything other than a ·pay-as-you-go· basis. It IIIWIt be

-.phasized that the critical issue is D2t what effect will

the increase in the ·pay-as-you-go· costs of retiree medical

plans have on GBP-PI. (The GNP-PI will increase due to

increases in ·pay-as-you-go· costs, regardless of whether

SFAS 106 ever beco..s effective.) lather, the critical

question is what effect will there be on GlP-PI, due to the

require..nt that private sector e"Dloyers chaDle the way in

which they account for retiree medigal plans. Aa AT&T
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leI Copti'Dtiop ­
(Page 26)

".pon.. -

itself concedes, government sector elllployers are not

required to change their accounting for retiree lIedical

plans, and therefore the fact that lII&Ily governmental

entities sponsor such plans is not relevant to the analysis.

As a result, the Godwins Report considered the government

sector (see page 21 of the study), and correctly excluded it

froll the covered population for the calculation of the

increase in labor costs experienced by firms subject to SFAS

106.

-The USTA study WI.S c:l&ta froll only one insurance coapany to
arrive at the cost of lIedical clatm. for the calculation of
the nationwide B.nefit Lev.l Indicator.-

The inferred intent of the MCI comaent is to sugge.t that

Goclwins Wled -data froll only one insurance company- to COlli

up vith per capita clalll costs, which vere then used to

derive aggregate SFAS 106 costs for the U.S. as a whole.

MCI has clearly failed to appreciate the validity of the

c:l&ta, and the llllited use to which the insurance company

clatm. c:l&ta vas put. In particular,

(1) The insurance company used is, by any l18asure, one of.
the five largest Life and Health insurance carrier. in

the Unit.d States.

(2) The c:l&ta collect.d vas for "OSS lIedical clat." not

.-aunts re1llbursed by company plans.

(3) The c:l&tia vas sufficiently extensive to ensure that no

statistical fluctuations (1. e.. sampling errors) vould

..terially affect the results.
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Ad Roc Cont.ntion ­
(ETI)
(Pag. 21)

R.e.poD'. -

(4) Th. data wa. us.d to fora a frequency and amount

di.tribution, against which actual plan provision. of

the LEC. and the companies in the Godwins databa.e were

applied, to evaluate the relative benefit levels of the

TELCO plans compared to those provided by other

employers.

(5) Change. in the underlying distributions derived fro.

the insurance company data would n2k have had any

.ignific.nt effect. on the ultimate r ••ult. Thi. is

b.c.us. the key r ••ult. of the Godwins study were

r.l.t.d to the ratio of the GNP-BLI to TELCO-BLI, and

n2k to the absolute value of either.

-Finally. the Godwins Report ignor.. the usual uncert.inty
dYt .1•••soc.1ated w.1th survey r.sults me.sured by calculated
standard errors. b w. discus••d. Godwins utiliz.d data
fro•••urv.y of 830 .mploy.r. who sponsor po.t-retirement
plana and 170 .mploy.r. who do not. It i •• well .cc.pted
f.ct th.t data fro••urv.y••r••ubj .ct to uncert.inty which
i. usually ....ur.d by the .t.ndard .rror.· Howev.r, the.e
.tandard .rror. .r. never taken into account in the
c.lcul.tion of the B.n.fit Lev.l Indic.tors (BLI.). Thus
the data .hown in the table on p.ge 28 of the Godwins R.eport
......... that the standard devi.tion is z.ro. This is
obviously incorr.ct. Furth.more, there is no information
.. to the v.riance or the .tandard deviation of the sample
data .0 that the ••nsitivity of the r ••ult. can be analyzed.
Co~ined with the f.t.l .rror. di.cus.ed above, this show•
• r.port which w.. de.ign.d to co.. to a p.rticular
conclusion f.vor.ble to the LEC' •. -

Th. -.tandard .rror- for the c.lcul.tion of the aver.ge

Benefit Lev.l Indic.tor. w.. not .hown1 b.c.us. in this

c.... the effect of the -.tandard error- w•• dee.ed to be

1 Ad Hoc reNreDCII pap 21 of Ibe GodwiaI Report. We __ dill they II'Il ref'erriq to Ibe table
sbowa 011 pqe 16 of Ibe report Iiace .... iI DO table 110I' say data~ 011 pap 28 of the
GodwiDa Report.
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~terial. The reason it- is iDlllUlterial is that the Goclwins

data 18 not a ·survey· in the traditional sense of the word

(i.e., a small sample from a large universe); rather, it is

a data base comprising companies that employ approximately

one-half of all eJlJ)lqyees who work for coppanies that

prgyide post-retirement medical benefits.

However, in the interest of completeness, we have included

in Appendix A the calculation of the variance and standard

deviation, which are inherent in the calculation of the

average BLIs U8ed in the Report. u can be seen from the

exhibits, the standard deviation for the average pre-6S BLI

18 .015, while the standard deviation for the post-65 BLI is

a IHIre .008. Had the average BLls been one standard

deviation higher than the values actually U8ed for~ the

pre-6S and the post-6S BLI, the relative impact of SFAS 106

on GNP compared to TELCO would have increased fro. 28.3' to

29.1\. Given that the sensitivity analysis of the overall

result utilized a range for thb value of 17.8\ to 44.S\, it

18 quite clear that the effect of the ·standard error­

referred to by ETI is tm.&terial.
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B. Actuarill AI"PPtiop..

There WI' one objection rli.ed regarding the rel.onablenes. of the as.umptions

utilized in determining the ratio of GNP-BLI to TELCO-BLI.

XCI Cop.tlJl1jiop. ­
(PIge 28)
FN 35

'e.pop.e -

-Within the USTA .tudy, in.ita fllwed Itte~t to e.t1aate
relative benefit rltio level., the cou.ultant utilize.
turnover rIte. that Ire ..rleadly lover than tha Iverage
turnover rIte. Thi. re.ult. in infllted e.t1aate. of the
oro liability. Like lIO.t of the ...umptiou. uaed by USTA,
the groundl for thi. Ire UDlupported. USTA re..ru that it
cho.e thi. e.t1aate becluae of the hi.toricll pltterns of
longer .ervice life aDd higher lverlge age for TELCO
ellployee. ver.ua other eaployee.. Unfortunately, the .eudy
does not indiclte what t1lle fraae w.. uaed for this
co~arison. or whether the experience of the la.t few year.,
with the large &IIOUIlt of dovnIizing exhibited by the TELCO
firma, hI' been included.-

There appear to be two contentiou. ..de in HCI' s c~nt.

Fir.t, that the Goclviu. .tudy did not uae the -averlge

turnover rIte- for TELCO aDd .econd, that even if the

averlge rIte, b..ed on -hi.torical patterns of longer

.ervice life and higher averlge age- were uaed. such

turnover rate. would still be too low because of -the large

&IIOUIlt of dovnIizing exhibited by the TELCO firu.-

With re.pect to the fir.t contention, the turnover rIte.

uaed for TELCO (T-2) ... the averlge of the rate. uaed by

the LEe. in their lIO.t recent actuarial .eudie. (generllly

1990 or 1991). With re.pect to the .econd contention,

dovruIizing through Early Retire.ent progr....hould not have

AU ~act on ...u.ed turnover rate. becauae such turnover

rate. are only utilized for projecting future pre-retire.ent

withdrlwal.. Thit .hould be obvioua since an individual is

no longer subject to the turnover rates once that individual

beco... eligible for retire..nt.

Further, HCI .ee... to have .itinterpreted the state_nt ..de
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in the Godwina R.port (page 48-FN 3) that,

-Supporting evidence for low incidence of turnov.r at

TELCO relative to national average can be seen by the

higher average age and put .ervice of TELCO employ.e.

relative to average age and .ervice of national working

population.-

The point here i. not that there have be.n -hi.torical

patterna of longer service life and higher av.rage age for

TELCO e~loyee.,- but rather that the current age/.ervice

character18tic. of TELCO (age - 41. 6 / .ervice - 16.6 t a. of

1/1/91) provide evidence of low turnover rate. (i. •. 1a
turnover rat•• in the put produced the current de.ographic

aakeup of the group). Racent downsizing could not have

contributed to producing the.e age/.ervice characteri.tic.

because recent staff reductions among the LIe. were ~

accOllpl18hed through layoff. &IIOng the younger .hort-.ervice

~loyee. prior to 1991.

Vbile the above concept i. well known among profe.sional

actuarie., we have perforaed so.. additional analy.i. and

provided a acre detailed explanation below. which should •

aake our point so..what clearer.

'J:be av.rag. al' and ••rvice of an e~loy•• group 18 not a

.1JIpl. function of withdrawal rate. t but higher withdrawal

will generally push down av.rag••. J

2 1"bI tiICt dial die avena- of. populatiOll wiD iDcnue ifaxtality nIeI are redDced is obviouI.
It ca aIIO be IbowIl dial effect ocean ill. ClCJCIIIMIIIy·. -popu'etion-. AI! employee poup
.... aitl &om...... -.-... terIIIiaIDal. wbida aiD COII'eIpOIld to axtaIity ill die .....
popu'etion. PopJ'etiOIl puwda. die powda ofdie tirm. ......ecaaomic cycle .u aft'ect die IIIIIIIbet
..avena- ...offtIPI-tI. wbicb. replec-n-tl COII'eIpOIld to biItbI ill die paen1 popuI8tica.
SiDce tile ~1.tiODI for TELCO weN ... OIl vwy Iaqe employ.~, die vuiaticm ill
powda of final caaot bide die effect of witbdrawala.
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Calculations were performed to test the hypothesis that the

-T. / T2- choice of withdrawal table. wa. consistent with the

observed differentials between average age and average

service of TELCO compared to the nation as a whole. \lith

hire age and retire.ent age a. parameters for calculating

the average age and average service of stationary

populations re.ulting fro. T2 , T., and TIO based upon all

retirement. at a given retirement age and all hire. at a

given hire age, the table in Appendix B clearly indicate.

difference. that are not only consi.tent with the re.ult•

•hown in the Godwins Report, but in fact sugge.t that the

difference. in turnover rate. between TELCO and the re.t of

the u.s. working population may be even greater than T-2

ver.us T-6.

For exaaple, if one were to look at a company that hire. new

employee. at an average age of 27, that experience. turnover

rate. equal to T-2, and retirement. at age 62 (a .ituation

not unlike TELCO), one would find that after this company

matures it can expect to have an employee population with an

average age of 41.54, and an average past service of 14.54

year.. If, instead, turnover rates equal to T-6 were

applied, the average age and .ervice of the population woelld

be" 38.80 and 11.80, re.pectively. Thi. theoretical

difference, between populations subject to T-6 and T-2, i.

actually le.. than the ob.erved difference. in age/.ervice

characteri.tic. between TELCO and the non-TELCO firms (.ee

page 47 of the Godwins Report). While TELCO and the rest of

the GNP have different retirement patterns, it can be seen

fra. the table that difference. in average retirement ages

have only a .inor impact on the ba.ic re.ult.

Finally, it .hould be noted that the sensitivity analysis

performed by Godwins i. more than sufficient to allow for

any potential understate.ent of TELCO's turnover rates. On
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page. 34 and 35 of the GOcNins Report, it is shown that even

if the .... turnover rates were used for both TELCO and the

re.t of the working population, the relative impact of SFAS

106 on GNP, compared to TELCO, would only increase from

28.3' to 34.6'. As noted on page 40 of the Godwins Report,

overall re.ult. are shown using value. for this relative

impact, ranging from 11.8' to 44.5'.
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C. AcSW'cy and I..li.bility of ....ults

There w.re two obj.ctions rais.d with respect to the overall accuracy and

reliability of the Godwins findings that labor co.ts of non-LEC firms sponsoring

retiree medic.l plans will increa•• 3.19' a. a re.ult of SFAS 106.

AT&T Cgpt.ntigp ­
(pp. 9 - 10)

l.esPOD·· -

-Th. r ••ults of the GodwitulStudy dep.nd on the c.lculation
th.t the .doption of SFAS 106 will incr.... labor co.ts by
3' for firms incurring OPU .xp.tuI... Th. 3' ••timate is
deriv.d using nUII.rous f.ctors. each subject to error as
not.d in Godwins' s.ction on s'tuIitivity of r.sults (pp. 34­
43). Th. cWlUl.tiv. imp.ct of r ••sonabl. variations in each
f.ctor r.nder. the 3' .stimat. susp.ct.-

It is pr.cis.ly the s.tuIitivity analysis r.ferr.d to by AT&T

that giv.. us gr••t confidence in the robustne.. of the

bottom lin. r ••ult. In the .xtr.mely unlikely ev.nt th.t

the actual incr.... in labor co.ts is as high as 5'

(.xtr.mely unlikely. b.c.us••uch • r ••ult would r.quir.

that virtually All of the f.ctors for which unc.rtainty

.xists' have b••n lUXimally under.tat.d)· th.n the total

amount of unr.cover.d SFAS 106 co.t. is r.duced by a mer.

12' (from 84.8' to 74.7' 's .hown on p.g. 41 of the Godwitul

study) . Thus. there can b. little doubt as to the solidity

of the r ••ults. and the Co.-is.ion can b. quit. confident

that any uncert.inty in the basic r.sult. of the .ctuarial

analy.is will not h.v. • .ignificant effect on the final

r.sult.

3 See pp. 34-37 of .... GodwiaIllUdy.

4 III r.ct. JIIM CII'I w-. tabla to be~ve ill Mtiawtinl tJM. facton to ..,. tbIt the i.mpa
of SFAS 106 c. GNP-PI .... if _ytbiq. oventated. See. for eumple. .... f'ollowina ill die
GodwiIII Report:

• CaJc"l.tiOll of pmfuadiDa adjuatlDNlt (pili 19)
• Buic BU IIIIIbodoIoaY (pili 34)
• Avena- ntirem.u ... for IIOIl-LECa (pili 35)
• Dilcullic. of labor COlt ..... adj1lllnwlt (pqeI 36-37)
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XCI CODt,ntiop ­
(Page 25)

"'POD" -

-In no pl.ce within the study is there an attellpt to verify
th, co.t. of SFAS 106 to non-LEC firma.-

-The 3.19' increase in labor costs to non-LEC firms
providing OPD does not square with other est1Jlate. of the
SFAS 106 costs..... This 8IIount is only 40' of the
estimate. by W.rsh.wsky (in Postr.tirement Health Benefit
Plans; Cost, IDd Liabiliti.s for Priv.t. Employers, No. 76
Finane. and Econoaics Discussion s.ri.s, Division of
R.••••rch and St.tistics, Division of Konetary Affairs,
F.deral R..serv. Bo.rd, W••hington, D.C., Jun. 1989).-

KCI'. cont.ntion i. a gro•• ai.repr•••ntation of the facts.

It i. true th.t in the ref.r.nc.d artic1. Warshawsky does

••t1Jlat. that, b•••d on 1988 dat., the aggregate incr.as. in

r.tir•• a.dical 'xp.nse due to the introduction of SFAS 106

would b. much high.r than the 3.19' estimated by Godwins.

Howev.r, despite the f.ct that Warshawsky is a well train.d

.conoai.t and cl.arly undertook hi. r •••arch in a

r ••ponaib1. mann.r, KCI baa utiliz.d the r ••ults of that

r ••••rch irr••ponaibly. Sp.cific.l1y, the following JlUSt b.

not.d:

(1) W.r.haw.ky h1Ju.lf now r.cogniz•• that his original

••t1Jlat. w.. unr••listic.lly high, and h. has

.ignificantly r.duc.d thit ••tillat. in hit mo.t r.c.nt

analy.it.'

(2) Even W.r.haw.ky'. r.vi••d ••tillat. is significantly

higher than oth.r aggr.g.t. ..t1Jlat.s produc.d by the

GAO' and EBlU' for the .... t1Jae period. D••pite this,

5 "The UJM:eItaia ProaIiIe of H..dl s-fita.- the AEI Pre.. 1992.

6 ae-u Accoumiq Office. H R.ou.rcea DiviIIal. -Employee s-fiu: Compaiea' RetiJw
H..dl Liabilitiel Larp, Advace Fuadiq CoIdY.- JUlIe 1989. GAOIHRD-89-Sl.

7 Employee Beaefit R-.n:h laltitute. -...ad TrtIIda ill RetiJ-. H..dllDlunDce B.lefiu-, Issue
Brief No. 84, November 1988.
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MCI selected Warshawsky's earlier estimate and chose to

ignore both Warshawsky's revision and other lower

e.timates. These other estimates are quite consistent

with the Godwins e.timate. and are fully encompassed by

the s.nsitivity analysis included in the Godwins

a.port.

(3) War.haw.ky's r.vis.d estimate is itself too high

because his as.umptions regarding plan provisions.

actuarial a••umptions. and de.ographics were wrong.

Th... .rroneous a••umptions are d.scribed in gr.ater

detail below.

(4) E.timates produced by Warshawsky. a. w.ll as the GAO

and £BRI. are all ba.ed on 1988 plan provisions. The

Godvins e.timat. i ••or. accurat. because it i. ba••d

on 1990 plan provisions. which are aor. up-to-dat•.

Each of th••e point. i. di.cussed in great.r detail b.low.

(1) rlarshllWsky nOlf recognizes that his original .stim.ate wa. wrong.

In the material r.f.rred to by MCI. War.haw.ky ••timated that aggr.g~te

SFAS 106 co.t. in 1988 dollar. would have been $67.9 billion. while ·pay­

a.-you-go· cost. w.r. $14.5 billion. Thi. n.t incr.... in co.t. of $53.4

billion translat•• to approximat.ly 6.82' of 1988 total compensation' for

cov.r.d .mploy•••• and dir.ctly corr••ponds to the Godwins estimate of

3.19'.

8 19U Total eomp--tjm for U.S. WOIbn wu $2921.3 bilIioa • IbowD in die November. 1991
Survey of Cumat I".... Rued OIl die GAO 1bIdy. 26.8" of all worbn are covered by pm
subject to SFAS 106 <_ pap 21 of die GoclwiDI Report). n..fore, 8CCOI'diq to WUlIbaWlky.
Idditioasl SFAS 106 com are 53.4 + (2921.3 X .268) - 6.82" of c:omr-Mtj'Oll.
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Warshawsky now realizes that his e.rlier estimate was b.sed on an erroneous

dellOgr.phic 1II&leeup of the total covered population (for example, the ratio

of active employees to retirees used was 3.8 to 1, which is far lower than

for the typical company'). In his recent boole (The Uncertain Promise of

Retiree Health Benefits. the AEI Press 1992), W.rshawsky revises his

estimate of aggregate 1988 SFAS 106 accrued liability .nd expense downw.rd

by 25' and 12', respectively. In this new study, the .ggreg.te estimate of

SFAS 106 expense beco••• $58.9 billion, while "pay·•• ·you·go· costs .re

reduced to $11.3 billion. Thus the net incre.se due to SFAS 106 of $47.6

billion now translates to .n increase of 6.08' of compensation. As shown

in ite. (3) below, ev.n this e.timate is unre.listic.lly high, due to the

incorrect assumptions that Warshawsky relies on.

(2) WlUsh..,sky's rev1sed escimace 1s s1gn1fic~clyhigher ch~ ocher esC1maCes

of aggregace SFAS 106 cosCs.

Both the GAO and EIlI produc.d estimat•• of SFAS 106 1iabi1iti•• , ba••d on

1988 data, that can b. dir.ct1y compar.d to that produc.d by W.r.h.wsky.

Warshawsky's reyis.d .stimat. of $332.1 billion is, in f.ct, 50' higher

than the GAO e.timate of $221.0 billion, .nd 34' high.r than EIlI' s

••timate of $247.0 billion. Whil. neither the GAO nor !BRI explicitly

c.lculated the incr.... in aggregate annual expense as • result of SFAS

106, th.ir liability ••timates transl.te to incre.ses of 4.05'- and 4.5~'u

of comp.ns.tion, r ••p.ctiv.ly. Both of th••• v.lue••re well within the

r.nge of v.lue. us.d in the ••nsitivity .nalysis p.rformed by Godwins.

Page 41 of th.Godwins Report illustrates re.ult••••waing the aggreg.te

iner.... in co.t. due to SFA5 106 range fro. 2' to 5' of tot.1 compensation

of cov.r.d .mploy.... Ev.n at the v.ry high value of 5' (high b.cause this

9 See pqe 1,7 of the GoclwiDI Report.

10 221 + 332.1 x 6.08" - 1,.05

11 247 + 332.1 x 6.01" - 1,.52
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value, in addition to being materially higher than both the GAO and EBRI

estimates, would also require that virtually all the factors outlined on

pages 34-37 of the Godwins Report to have been maximally un4erestimated),

the percentage of TELCO's SFAS 106 costs that are not recovered, through

the GNP-PI increase and wage rate reduction, is only reduced from 84.8' to

74.7'.

(3) Warshawsky's revis.d ••timate Is too hIgh due to incorrect assumptions.

In carefully reviewing the IUtho4010gy employed by Warshawsky, it becomes

quite clear why he arrives at aggregate cost estimates that are so much

higher than the GAO and the EBRI estimates, as well as the Godwins

estimate. S1JIIply put, the metho4010gy employed by Warshawsky utilizes

assumptions regarding plan provisions, the demographic profile of the

covered population, and actuarial assumptions to be uaed by companies to

calculate SFAS 106 expense, that are demonstrably wrong. Specifically, in

estimating the SFAS 106 accrued liability, Warshawsky:

Assumes a -reasonably generoua health plan with low deductibles and

co-paYlHnts- for ill companies (Pg. 92). A JllUltitu4e of surveys (see,

for example, Health Care for Retired gpployees by Betty MIlroy Stagg,

The Conference Board Research Bulletin No. 202, 1987) demonstrate that

this is s1llply not the case. Many companies in fact provide quit~ a

bit less than -reasonably generoua- benefits. D In fact, uaing data

not available to Warshawsky, the Godwins BLI IUthodology was developed

to.specifically isolate the variation of -generosity- aaong companies'

retiree IUdical plans.

12 See .... 7 of die Caafer-. BoIId report cited Ibove sad .... 9-11 of the Hewjtt Mp;j'" 1990
Syrm of loti,," Medjcal Bcefitl.
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Asswaes lifet1ae coverage for both the retiree and his spouse, for ill
co.-panies. This is clearly unrealistic, and contradicted by the

Conference Board material referenced above. D

AssWles all active employees becolle eligible for full benefits at age

55. This also is contradicted by the studies referred to above."

Assumes .ortality at 83 GAMY rates while many companies continue to

assWle higher mortality rates.

Utilizes a 1.' spread between the discount rate and lIedical trend rate

combined with a 4, per year aging factor.

Assumes a retire.ent age of 62.5, in contrast with the evidence of

average retire.ent ages between 63.5 and 64, as shown on page 35 of

the Godwins aeport.

Strong evidence that Varshavsk:y's actuarial assUliptions as to trend and

1I0rtality result in unrealistically high SFAB 106 costs can be seen froll

the fact that the LECs used much l2KIx cost assUliptions to calculate tbA1[

SFAS 106 costs. In fact, only 2 out of the 11 LECs on who. data was

collected used the 83 GAM table for their SFAB 106 calculations, and the

average spread between the discount rate and the ult1aate trend rate for

the LECs' SFAB 106 calculations is 2.57'. This is particularly compelling,

given the fact that the respondents to the LECs' filings with the

Commission have indicated that they believe that the assumptions used by

the LECs gyerstate their SFAB 106 accruals.

13 See .... 7-1 of tbII c:oater.ce Baud report.

14 See pap 9 of die Hewiu AMoci,t. lbIdy cited ill foaCDote 12 em die preYioua pap.

15 1be 1983 GAM mortality tUle iI tb111D01t modem (1oweIt de8Ib nIeI) cumlldy'- for pemiem
valUUioaa ill the UDited StateI. While it wu pubIiIbed by die Society ofActuarieI ill Octobec, 1983,
it Iti11 baa DOt beea uDi~y IdopIed by earolled ICtuarieI for tbIir pmtioo valUUiOllS.
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In addition to the prob1... cited above,-Warshawsky also assua.s that the

d8JlOgraphic profile of the .ntire cov.r.d population is a Rr.asonab1y

mature and stable groupR which is Rtypica1 of many large companies. R While

Warshawsky do.. not disc10.. the sp.cific age and s.rvice characteri.tics

of this group, ba••d on his statements we must assume that it is older and

has longer service than the av.rage covered group. (Note that the GAO

survey!' reports that a v.ry .ignificant numb.r of r.tir.e medical progrlUlS

are sponsor.d by cogpani•• with 1••• than 500 .gp10y•••. ) By utilizing a

demographic profile of such ag./s.rvice characteristics, Warshawsky is

undoubtedly ov.rstating aggr.gat. co.t. still furth.r.

(4) All three estimate. (War.tulwsky, GAD IU1d URI) are ba.ed on out-of-date

data.

Aft.r r.j.cting Warshaw.ky' •••timat. due to the s.rious prob1... not.d

abov., th.r. still r ....ins the que.tion of why the GAO and DRI ••timat••

ar. both slightly high.r than the Godwins ••timat. of aggr.gat. SFAS 106

co.t.. 'nl••1gp1••xp1anation for thi. is that r.tir....dica1 plans have

chang.d .ub.tantia11y, b.tw••n the t1ae the data wa. gath.r.d for the thr.e

••timate. not.d above (1988), and the t1ae p.riod for which plan prov1aion

data wa. co11ect.d for the Godwins .tudy (1990). In fact, according to the

Hewitt Associat.. 1990 Survey of Retire. Medical Benefits, 70' of all

surveyed companies chang.d their r.tire. m.dica1 plans in 1988 or 1~89.

'nlus, the Godwins ••timat. IlUSt b. r.garded a. more accurat. b.caus. it

use. more r.c.nt information.

16 0...1 Accauntin.~ Employee Beaefi.. -Ex..of~'ReaJee Health Covenp,­
GAOJHRD.90.92, Nuda 1990.
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SICTION III -

nSPQJSI TO QI.lICTIORS UGAlDIl9C IlAClOICOlIOJIIC AlW,YSIS

A. Mttbodolon and Choic. of Hod.l

MCI and AT&T raise thr•• questions about the choic. of a III&cro.conomic model and

its use in estilll&ting the impact of SFAS 106 on GNP-PI.

£1 Cont.nt iOA ­
(Page 31)

R.spons. -

KCl Contention ­
(Page 32)

-Such a model, in its final fom, 18 nothing more than a
so_what advanc.d spreacbh••t model. Th18 cannot b.
vi.wed as an objective for.casting tool, but rath.r as a
means to l.gitt.iz. ov.rly simpli.tic calculations.-

By .calling the Godwins model a "som.what advanc.d

spr.acbhe.t model", MCI ..ana that the model is us.d to

p.rfom "what if- .x.rci.... But a -what if- exerci.e i •

• xactly what is r.quired to study the impact on GNP-PI of

the introduction of SFAS 106. To calculat. the

diff.rential impact of SFAS 106, we n.ed to a.k "what

happens to the value of GNP-PI II SFAS 106 is introduced."

Any economic aodel, even a large-scale commercial

econometric for.casting model, would have to be put through

a -what if- ex.rcise to detemine the impact of SFAS 1~6.

The criticism of the Godwins model for being used to

perfom -what if- exercises i. unwarrant.d.

-USTA contencb that th. IIOdel, while not being useful for
for.cuting aacroeconomic activity, can somehow be used for
for.ca.ting the diff.renc.. in aacroeconomic activity
depending on a shift in an .xogenous variable (the
multiplicative tem us.d to adjust labor co.ts for the
SFAS-l06 impact•. )" [footnote not r.peated here) This
distinction is artificial- - if a model cannot be relied upon
to foreca.t the interactions within the econollY, how can it
be utiliz.d to predict the differences due to some
alteration to on. value within the model?"
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'''POD'' - To appr.ciate the distinction that Mel asserts is

artificial, consider a siJlpl. example from outside the

r.a1.Jl of r.gulation or economics. Suppose you are planning

to take a SOO-mile trip by car and you are concerned about

how long the drive will take. The length of tilDe will

depend on the weather, road constructions along the way,

traffic, accident. along the way, whether your car has

..chanical troubl., and so on. Owing to the various

unpredictable factors, any foreca.t of the duration of the

trip ..y w.ll b. in error by an hour or more.

Now suppose that in planning your trip you want to know how

JlUCh driving ti.. you can save by packing lunch to eat

while driving. If lunch at a fa.t food restaurant take.

about half an hour, you estillat. that packing lunch sav.s

about half an hour. This infom.d gu.s. can b. ..de

without having to (1) pr.dict the ov.rall duration of a

trip that includes stopping for lunch; and (2) pr.dict the

overall duration of a trip that do.s not include stopping

for lunch. You can avoid all of the complicating factors

involv.d in trying to pr.dict the overall duration of the

trip. Th. pr.diction of the eff.ct on duration of stopping

for lunch ..y not b. exactly right. (Inde.d if you pack.
lunch rath.r than .top for lunch, you will never knov if

your pr.diction vas right.) How.v.r, the for.ca.t error of

the .ff.ct of .topping for lunch is likely to be IlUCh

....ll.r than the foreca.t error for the ov.rall duration of

the trip.

This 'X&IIpl. illustr.t•• that wh.n e.tillating the effect on

a v.riabl. c.us.d by a particul.r event. it is not

n.c••••ry to for.ca.t the actual value of that variable.

The Godwins model calculate. the effect of SFAS 106 on

GNP-PI without having to foreca.t the actual level of

GNP-PI.
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AT&t Contention ­
(Page 10)

'''pOD,e .

-Second, Godwins offers no lIethodology to te.t the validity
of the macroeconollic 1I0del's re.ult•... If the 1I0del
parameters and equations do not adequately de.cribe real
world data, then any predictions it give. are of little
value.-

The,e cOllllent. rai.e two separate questions: (1) do the

model', parameters and equations adequately describ. real

world data? and (2) how can on. te.t the validity of the

aodel', re.ults about the iJlpact of the introduction of

SFAS 106? In answer to the first question, the lIOdel' s key

par...ters do de,cribe real world data. Th. input. to the

model consist of 6 numerical param.ters. Two parameters

lI.asure the share of labor cost in total cost, and the

baseline values of the.e parameters w.re chosen to match

the actual share of labor co.t in total co.t in the United

State.. One parameter lIIa.ur•• the .hare of private .ector

IIIployaent covered by SFAS 106 b.n.fits, and the value of

this par...t.r was cho••n to r.fl.ct the fact that of the

95.8 lIil110n private ••ctor .-ploy•••• 30.7 .illion are

.ligibl. to have a portion of their ••dical costs in

r.tir••ent lilt by their .mployer's aedical plan. subject to

SFAS 106. A fourth param.ter lI.a.ur•• the p.rcentag. by

which SFAS 106 directly incre.... the labor co.t. ~ of

.mploy.rs that offer po.t-r.tir.aent aedic.l b.n.fits. The

bas.line value for thi. paramet.r was ba••d on the

.xt.nsive actuarial .tudy in the Goclwins Report. A fifth

paraaeter i. the wag. el••ticity of labor supply, and a.

di.cus••d on page 30 of the Goclwins Report, the v.lue of

this eluticicy was bu.d on • publish.d su.u.ry. by Mark

R.. Killingsworth. of the extensive econoaetric literature

on the elasticity of labor supply. A sixth param.ter, the

pric. .la.ticity of demand. was not ba••d dir.ctly on •

• p.cific s.t of data or a sp.cific set of .conoaetric

studi.s. How.ver. econoaetric studies of demand for

various goods tend to find price elasticities on the order
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of on., or small.r. (For-.xample, on page 16 of its report

.ub.itt.d in oppo.ition to the dir.ct c•••• , ETI cite. a

price elasticity of deaand of 0.723 for interstate switched

acce•• , in a study by J. Gatto et. al. of AT&T.)

Exp.rimentation with the mod.1 r.vealed that (1) the

r ••ults of the model are not v.ry s.nsitive to the pric•

• l ••ticity of demand; and (2) higher value. of the price

.l••ticity of deaand t.nd to incr•••• the c.lculat.d imp.ct

of SFAS 106 on GNP-PI. To guard ag.inst underst.ting the

imp.ct on GNP-PI of the introduction of SFAS 106, it was

decided to use • v.lue for this p.raaeter that likely

ov.r.t.t•• the true v.lue, .0 • v.lu. of 1.S was us.d in

the bas.line c••• , a••xplained on p.g. 29 of the Godwins

a.port.

The .econd que.tion, which concerns t ••ting the .odel'.

re.ult••bout the 1ap.ct of SFAS 106, is • conceptual

que.tion that would confront Am aodel, not just the

Godwins aodel, used to e.tillate the 1ap.ct of SFAS 106 on

GNP-PI. M AT&T point. out on p.g. 10, Wthere is no way to

indep.ndently v.rify by ob.erv.tion the true ch.ng. in

GNP-PI due to SFAS 106 .v.n .fter SFAS 106 go.. into

.ff.ct. w Thi. quot.d ••nt.nc. i. corr.ct, but notice th.t

this .entence is independent of the choice of a aodel. M

expl.ined in the Kay, 1992 Godwins Re.pons. to Paragraph 16

of the FCC Order.of Inve.tig.tionand Suspension (p. 7), it

i. impo••ible to dir.ctly ob••rv. the impact of SFAS 106 on

GNP-PI, .ven .fter the f.ct, bec.use we have no w.y to

directly ob.erve what GNP-PI would Mve been in the abs.nc.

of SFAS 106. Thi. proble. i. f.ced by pr.dict.d ch.ng••

bu.d on .conoaetric aodels a. w.1l a. changes ba••d on

quantitative classical g.ner.l .quilibriua .odel., such ••

the one us.d in the Godwins aeport.
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AT&T (p. 10) goes on to point out that "standard economic

practice is to perform tests whenever a model is based on

estimates to see how closely the model mirrors actual

data." For example. large-scale cOlllllercial econometric

forecasting models are designed to forecast the values of

varioWi macroeconomic variables. Then the actual values of

these variables are compared to the values forecasted by

the model, and the difference between the actual and

forecasted values is called the forecast error.

Statistical properties of forecast errors, such as the root

..an square error or the mean absolute forecast error, are

then calculated. Although this statistical analysis of

forecasts is cOlllllonly applied to large-scale econometric

models. one should not be misled into thinking that these

analy••• can te.t the validity of a model's prediction

about a change in a macroeconomic variable (such as

GNP-PI), when SOM aspect of the IIOdel is changed (such as

the introduction of SFAS 106). Statistical properties of

forecast errors can be Wled to test the accuracy of

conditional forecasts l ', but do not address the question of

the 1IOdel's accuracy when predicting the effects of a

change in the model's inputs.

Ve are faced with a choice betwe.n a quantitative classical

general equilibriua IIOdel of the sort Wled in the Godwina

lleport and a large-scale cOllllercial econo..tric forecasting

IIOdel. Neither type of model has be.n tested for the

validity of the predicted macroeconomic effects resulting

from the introduction of SFAS 106. 80th types of mod.ls

17 Caaditioaal foncuII _ future val.. of varioua iDpuIa to the model. ... thus ale

-coaditioaal- 011 tbee _ future val...
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